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SUBJECT: Exclusion/50% of Gain From Sale O Qualified Small Business Interests Held
for More than 5 Years

SUMVARY

Under the Personal Incone Tax Law, this bill would expand the current |aw

excl usi on of 50% of the gain on the sale of qualified small business stock of a C
corporation fromgross income to also apply to the sale or exchange of interests
held in other types of small business entities, such as partnerships, limted
liability conpanies (LLCs), S corporations and any unincorporated qualified smal
busi ness.

EFFECTI VE DATE

This bill is a tax levy and would be effective i medi ately upon enactnment and be
operative for taxable years beginning on or after January 1, 2000. By its ternms,
it would apply to interests in unincorporated qualified small businesses that are
originally issued, forned, or created after January 1, 2001

LEG SLATI VE H STORY

SB 671 (Ch. 881, Stats. 1993) enacted the 50% capital gain exclusion for smal
busi ness stock; SB 1805 (Ch. 1243, Stats. 1994) codified act |anguage from SEC. 28
of Senate Bill 671 (Stats. 1993, Chapter 881), relating to application of federa
regulations to California's "stand al one" provision for the 50% excl usion; SB 715
(Ch. 952, Stats. 1996) adopted the federal tax |aw definition of “donestic
corporation” (a corporation created or organized in the U S. or any state) and
al so made technical, nonsubstantive changes that nerely elimnated superfl uous

| anguage; and AB 1120 (Ch. 69, Stats. 1999) renoved the January 1, 1999, sunset
date for the 50% exclusion. AB 1783 (99/00) would increase to 100% t he excl usion
of gain on the sale of qualified small business stock purchased after the
effective date of the bill and held for nore than five years.

SPECI FI C FI NDI NGS5

Under both federal and California | aw, noncorporate investors may exclude from
gross inconme 50% of the gain realized and recogni zed on the sale or exchange of
qualified small business stock that has been held for nore than five years. Bel ow
is a summary of the qualification rules. (See attachnment 1 for the detailed
rules.) The amount that a taxpayer may exclude as gain with respect to qualified
smal | busi ness stock issued by the same issuer is limted to the greater of $10
mllion ($5 million for married individuals filing separate returns) or 10 tinmes
the taxpayer’s original basis in the stock of the issuing corporation
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To qualify as small business stock for federal purposes, the stock must be that
of a “C’ corporation. The total gross assets (treating all nenbers of the sane
parent -subsidiary controlled group as one corporation) of the corporation at al
times after August 10, 1993, and before the date of issuance, as well as

i medi ately after the date of issuance, nust not exceed $50 m | lion

The corporation nmust neet certain reporting requirenents. During substantially
all of the taxpayer’s holding period for the stock, the corporation (other than
certain excluded corporations) nust meet an active business test. The taxpayer
clai m ng the exclusion must have acquired the stock when the stock was originally
i ssued for nmoney or other property (not including stock) or as conpensation for
services provided to the corporation

To qualify as California qualified small business stock and thus be eligible for
t he exclusion under California |law, the issuer nust neet the follow ng additiona
rul es:

1. Must be doing business in California at all times on or after
July 1, 1993;

2. Must have assets of $50 mllion or |ess, when neasured as a controlled
group using nodified federal rules, before the issuance of the stock; and

3. Must have at | east 80% of the total dollar value of its payrol
attributable to enploynent | ocated in California.

For both federal and California purposes, one-half of the anpbunt of gain excl uded
is treated as a preference itemunder the alternative mninmmtax (AM).

An information return is to be filed with the Franchi se Tax Board by the snal
business within 30 days after an eligible investnent in the qualifying smal
busi ness has been nade.

This bill, under the Personal Incone Tax Law, woul d expand the current |aw

excl usi on of 50% of the gain on the sale of qualified small business stock of a C
corporation to apply to the sale or exchange of interests held in other types of
smal | business entities such as partnerships, LLCs, S corporations and any

uni ncor porated qualified small business.

This bill defines “other qualified small business interests” to nean any interest
in a partnership or LLC, any stock in an S corporation and any interest in an

uni ncorporated qualified small business that is originally issued, fornmed, or
created after January 1, 2001, provided that the interest would qualify under the
current law exclusion if it were stock in a C corporation. However, in nmaking the
determ nation, provisions in current |aw which are only relevant to C
corporations and have no counterpart in the context of these other types of
interests are not to be taken into account.

Pol i cy Consi derati ons

Unli ke the present small business stock provisions, this bill does not treat
one-half of the excluded gain as a preference itemfor alternative m ni num
tax. This difference provides a greater tax benefit for the types of
interests contained in this bill than that provided under current |aw for
the sale of qualified small business stock in a C corporation.
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This bill does not require an information return to be filed with the
Franchi se Tax Board by the small business within 30 days after an eligible
investnent in the qualifying small business has been nmade as under current
law for an eligible investnment nade in a qualifying C corporation. In
addition to making it nore difficult for the departnment to verify the
original owner of the qualified small business interest, the |lack of a
reporting requirement would also limt the information available if the
Legi sl ature wi shes to assess the incentive effect or potential future cost
of this incentive if it should |later be interested in doing so.

| npl emrent ati on Consi der ati ons

The use of a qualification standard for an interest to qualify under this
bill, “provided that the interest would qualify under the current |aw
exclusion if it were stock in a C corporation,” would likely result in

di sagreenents between investors and snall businesses on the one hand and the
department on the other to determne with any degree of confidence that the
concl usi on woul d be upheld by the courts. Mking this determ nation would
be especially difficult because the bill provides that in nmaking the

determ nation, provisions in current law that are relevant only to C
corporations and have no counterpart in the context of these other types of
interests, are not to be taken into account.

It would be far preferable fromboth a certainty standpoint for investors

and an audit standpoint for the departnment for the bill to specifically
identify those rules necessary to adapt current |aw specifically to each
type of interest in each small business entity specified in the bill. That

woul d enabl e each investor, small business entity issuer, and the departnent
to know the specific qualification requirenments for the exclusion

It is unclear how the special rules in the current |aw small busi ness stock
regi me specifying the tax result under that section when qualified smal

busi ness stock is exchanged in a transaction in which gain is realized, but
not recogni zed (for exanple, a tax-free reorgani zation), would be applied
under this bill, especially if a qualified small business interest were to
be exchanged for qualified small business stock. For exanple, since under
the small business stock provisions only noney or property other than stock
may be used to purchase qualified small business stock, a taxpayer who held
a qualified small business interest under the provisions of this bill for 10
years, and then exchanged it in a tax-free transaction for small business
stock, would literally not be entitled to receive the benefits provi ded
under this bill nor would the stock received qualify as qualified snal

busi ness stock. Simlar interpretive problens may arise in trying to
integrate the two separate provisions if further legislative clarification
is not forthcom ng.

Techni cal Consi der ati ons

On page 2 of the bill on line 6, the word “and” should be replaced with the
word “any.”
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FI SCAL | MPACT

Depart nental Costs

Assum ng that the inplenentation concerns are resolved, the departnent woul d
not expect to incur significant admnistrative costs.

Tax Revenue Esti mate

Based on the current |evel of venture capital funding and limted
information fromfederal sources regarding the current |aw exclusion, it is
projected that state revenue | osses under the Personal Incone Tax Law from
extendi ng the 50% exclusion to gains frominterests in other business forns
woul d be as follows over the initial years:

Esti mat ed Revenue | npact of AB 2442
As I ntroduced 2/24/00
[$ In MIlions]
2005- 06 2006- 07 2007- 08
-$2 -$25 -$30

It should be noted that if federal |aw were changed to include these other
busi ness types, state revenue | osses would be | arger.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

The anount of qualified gains reported starting in 2006 tinmes the average
margi nal tax rate would determ ne the revenue inpact of this bill

Venture capital funding in the U S. reached $48 billion for 1999 with
investnents in California conprising approxi mately one-third. Around one-
hal f of investnent dollars nationally were in Internet-related activities
and e-commerce. Future investnent |evels are highly speculative. Not all
busi nesses qualify investors for the current 50% state exclusion because of
specific industry, asset, and enploynent tests. Based on conversations with
federal estimators at the O fice of Tax Analysis (Treasury Department),
while it is not known what the typical holding period is for investors in C
corporations, it would likely be significantly |ess for other business
entities because the probability of early acquisition by other conpanies is
greater.

Revenue estimates above follow the basic nmethodol ogy used to estimate
current state |aw inpacts for the C corporation exclusion and allow for the
AMI interaction. These estinmates assune total venture capital investnment in
Cal i fornia businesses, other than C corporations, at the $9 billion |evel

for 2001 and projected qualified exclusions of $300 million for the 2006-07
revenue estimate. There would be a relatively mnor inpact for 2005-06 as

i ndi cat ed.

BOARD PCSI TI ON

Pendi ng.



Assenbly Bill 2442 (Corbett)
I ntroduced February 24, 2000
Page 5

ATTACHMENT 1

In order for stock held by a taxpayer to qualify as small business stock for
California law, the follow ng requirenents nust be net.

Eli gi bl e stock and redenptions

The stock must be acquired by the taxpayer at the original issuance
(directly or through an underwiter) in exchange for noney, other property
(not including stock) or as compensation for services provided to the

i ssuing corporation (other than services performed as an underwiter of the
st ock) .

In order to prevent evasion of the requirenent that the stock issuance
generates new capital for the issuing corporation, the exclusion does not
apply if the issuing corporation (1) purchases any stock fromthe
stockhol der (or a related person) within two years of the issuance of the
stock or (2) redeens nore than 5% (by value) of its own stock wi thin one
year of the issuance. For purposes of this anti-evasion rule, a corporation
is treated as purchasing an anount of its stock equal to the amount of its
stock treated as redeenmed under Section 304(a) of the Internal Revenue Code.

Qualified issuer

The issuing corporation nust be a qualified small business as of the date of
i ssuance and during substantially all of the period that the taxpayer holds
t he stock.

A qualified small business is a subchapter C corporation other than: a
domestic international sales corporation (DI SC) or forner DI SC, a
corporation with respect to which an el ection under Section 936 is in effect
(Possession Corporation), a regulated investnment conpany (R C commonly
called a nutual fund), a real estate investnent trust (REIT), a real estate
nortgage i nvestment conduit (REM C), or a cooperative. The provision
excludes fromthe definition of eligible corporation any corporation that
has a direct or indirect subsidiary with respect to which an el ection under
Section 936 of the Internal Revenue Code is in effect. The corporation also
generally cannot own (i) real property the value of which exceeds 10% of its
total assets or (ii) portfolio stock or securities the value of which
exceeds 10%of its total assets in excess of liabilities.

Acti ve busi ness

During substantially all of the taxpayer's holding period for the stock, at

| east 80% (by value) of the corporation's gross assets (including intangible
assets) must be used by the corporation in the active conduct of a qualified
trade or business in California. |If in connection with any future qualified
trade or business, a corporation uses assets in certain start-up activities,
research and experinmental activities or in-house research activities, the
corporation is treated as using such assets in the active conduct of a
qualified trade or business.
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The active business requirenment is nmet by a corporation with 80%of its
assets used in the active conduct of one or nore qualified trades or
businesses. In order to satisfy the active business requirenent, at |east
80% of the corporation's payroll expense nust be attributable to enpl oynent
| ocated within California.

Assets that are held to neet reasonable working capital needs of the
corporation, or are held for investnent and are reasonably expected to be
used within two years to finance future research and experinentation, are
treated as used in the active conduct of a trade or business. In addition
certain rights to conputer software are treated as assets used in the active
conduct of a trade or business.

A corporation that is a specialized small business investnent conpany
(SSBIC) is treated as neeting the active business test. An SSBIC is defined
as any corporation (other than certain nonqualified corporations) that is
licensed by the Small Business Adm nistration under Section 301(d) of the
Smal | Business Act of 1958, as in effect on May 13, 1993.

Qualified trade or business

A qualified trade or business is any trade or business other than one

i nvolving the performance of services in the fields of health, |aw,

engi neering, architecture, accounting, actuarial science, performng arts,
consulting, athletics, financial services, brokerage services, or any trade
or business where the principal asset of the trade or business is the
reputation or skill of one or nore of its enployees. The term al so excl udes
any banki ng, insurance, |easing, financing, investing, or simlar business,
any farm ng business (including the business of raising or harvesting
trees), any business involving the production or extraction of products of a
character for which percentage depletion is allowable, or any business of
operating a hotel, notel, restaurant or simlar business.

& oss assets and California payroll

As of the date of issuance of the stock, the excess of (1) the anpunt of
cash and the aggregate adjusted bases of other property held by the
corporation, over (2) the aggregate anount of indebtedness of the
corporation that does not have an original maturity of nore than one year
(such as short-term payabl es), cannot exceed $50 mllion. For this purpose,
amounts received in the issuance are taken into account. The $50 million
size limtation is based on the issuer's gross assets (i.e., the sumof the
cash and the adjusted bases of other property held by the corporation)

wi t hout subtracting the short-termindebtedness of the corporation. For
purposes of this rule, the adjusted basis of property contributed to the
corporation is determned as if the basis of the property imediately after
the contribution were equal to its fair market value. Also, at |east 80% of
the small business' payroll (nmeasured by total dollar value) nust be
attributable to enploynent | ocated within California.

If a corporation satisfies the gross assets test as of the date of issuance
but subsequently exceeds the $50 million threshold, stock that otherw se
constitutes qualified small business stock would not |ose that
characterization solely as a result of that subsequent event.
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If a corporation (or a predecessor corporation) exceeds the $50 mllion
threshold at any tinme after Decenber 31, 1992, the corporation cannot issue
stock that would qualify for the exclusion.

Subsi di ari es of issuing corporation

In the case of a corporation that owns at |east 50% of the vote or val ue of
a subsidiary, the parent corporation is deened to own its ratable share of
the subsidiary's assets for purposes of the "qualified corporation,” "active
busi ness,"” and "gross assets" tests described above. Corporations that are
part of a parent-subsidiary controlled group (using a nore than 50%
ownership test) are treated as a single corporation for purposes of the
gross assets test.

Pass-through entities

Gin fromthe disposition of qualified small business stock held by a
partnership, S corporation, regulated investnent conpany or conmon trust
fund that is taken into account by a partner, sharehol der or participant
(other than a C corporation) is eligible for the exclusion, provided that
(1) all eligibility requirenents with respect to qualified small business
stock are met, (2) the stock was held by the entity for nore than five
years, and (3) the partner, shareholder or participant held its interest in
the entity on the date the entity acquired the stock and at all tines
thereafter and before the disposition of the stock. In addition, a partner,
shar ehol der, or participant cannot exclude an anount of gain recogni zed by
t he pass-through entity that exceeds the partner's, shareholder's, or
participant's interest in the entity at the tine the entity acquired the

st ock.

Certain tax-free and other transfers

If qualified small business stock is transferred by gift or at death, the
transferee is treated as having acquired the stock in the sane manner as the
transferor, and as having held the stock during any continuous period

i mredi ately preceding the transfer during which it was held by the
transferor. A partner can treat stock distributed by a partnership as
qualified small business stock as long as (1) all eligibility requirenents
with respect to qualified small business stock are net by the partnership
wWith respect to its investnment in the stock, and (2) the partner held its
interest in the partnership on the date the partnership acquired the stock
and at all tinmes thereafter and before the disposition of the stock. In
addition, a partner cannot treat stock distributed by a partnership as
qualified small business stock to the extent that the partner's share of the
stock distributed by the partnership exceeded the partner's interest in the
partnership at the time the partnership acquired the stock

Transferees in other cases are not eligible for the exclusion. Thus, for
exanple, if qualified small business stock is transferred to a partnership
and the partnership di sposes of the stock, any gain fromthe di sposition
will not be eligible for the excl usion.
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In the case of certain incorporations and reorgani zati ons where qualified
smal | business stock is transferred for other stock, the transferor treats
the stock received as qualified small business stock. The holding period of
the original stock is added to that of the stock received. However, the
anount of gain eligible for the exclusion is limted to the gain accrued as
of the date of the incorporation or reorganization. This limtation does
not apply in the case where the stock received in the incorporation or
reorgani zation was itself qualified small business stock.

Speci al basis rules

If property (other than noney or stock) is transferred to a corporation in
exchange for qualified small business stock, the basis of the qualified
smal | business stock received is treated as not |ess than the fair market
val ue of the property exchanged for purposes of conputing the anount of any
future gain eligible for the 50% exclusion. Thus, only gains that accrue
after the transfer are eligible for the exclusion

Opti ons, nonvested stock, and convertible instrunments

Stock acquired by the taxpayer through the exercise of options or warrants,
or through the conversion of convertible debt, is treated as acquired at
original issue. The determ nation whether the gross assets test is nmet is
made at the tine of exercise or conversion, and the hol ding period of such
stock is treated as beginning at that tine.

In the case of convertible preferred stock, the gross assets deterni nation
is made at the tinme the convertible stock is issued, and the hol ding period
of the convertible stock is added to that of the commobn stock acquired upon
conver si on.

Stock received in connection with the performance of services is treated as
i ssued by the corporation and acquired by the taxpayer when included in the
t axpayer's gross incone in accordance with the rules of Section 83 of the

I nternal Revenue Code.

O fsetting short positions

A taxpayer cannot exclude gain fromthe sale of qualified small business
stock if the taxpayer (or a related person) held an offsetting short
position with respect to that stock anytinme before the five-year hol ding
period is satisfied.

If the taxpayer (or a related person) acquires an offsetting short position
with respect to qualified small business stock after the five-year hol ding
period is satisfied, the taxpayer nmust elect to treat the acquisition of the
of fsetting short position as a sale of the qualified small business stock in
order to exclude any gain fromthat stock

An offsetting short position is defined to be (1) a short sale of property
substantially identical to the qualified small business stock (including
witing a call option that the holder is nore likely than not to exercise or
selling the stock for future delivery) or (2) an option to sel

substantially identical property at a fixed price.
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Capital gains and investnent interest

Any gain that is excluded fromgross inconme is not taken into account in
computing long-termcapital gain or in applying the capital |oss rules of
Sections 1211 and 1212 of the Internal Revenue Code.

The anpunt treated as investnent inconme for purposes of the investnent
interest limtation does not include any gain that is excluded from gross
i ncome.

M ni mum t ax

One-half of any excluded gain is treated as a preference itemfor purposes
of the alternative m ni mumtax.

Information return

An information return is to be filed with the Franchi se Tax Board by the
smal | business within 30 days after an eligible investment in the qualifying
smal | busi ness has been nmade.



